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FOREW O RD
On March 19, 1963, Mr. Thomas J. Graves, general chairman, com­mittee on federal taxation of the American Institute of Certified Public Accountants, presented the committee’s testimony before the Committee on Ways and Means, House of Representatives.This document includes the complete text of the testimony presented by Mr. Graves. The testimony is divided into two parts; one, comments and recommendations for major modifications in the proposals pre­sented to Congress in President John F. Kennedy’s Tax Message of January 24, 1963, and two, Selected Recommendations for Amend­ments to the Internal Revenue Code.The Selected Recommendations were compiled to present the com­mittee’s views on matters related to the proposed program for tax reduction and reform included in the Tax Message.The Selected Recommendations do not present all of the committee’s suggestions for revision or reform of the tax laws. Additional recom­mendations covering other areas will be presented at an appropriate later time, but not in connection with the proposals contained in the Tax Message.
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TEXT OF TESTIMONY PRESENTED BY
THOMAS J. GRAVES
My name is Thomas J. Graves. I am general chairman of the committee on federal taxation of the American Institute of Certified Public Accountants.The American Institute of Certified Public Accountants is the sole national organization of professional CPAs in this country. It has over 45,000 members. The committee on federal taxation is a large committee, composed of 65 members. It is carefully chosen to provide representation from all parts of the country, from all sizes of professional CPA firms, and from firms rendering professional services to all kinds of industrial and other organizations, both large and small. The committee has been authorized by the Institute’s governing Council to speak on its behalf in matters related to federal taxation.These comments present our observations on the general plan of the tax reduction and reform proposed in the President’s Tax Message on January 24, 1963 and explained by the Secretary of the Treasury on February 6, 1963. I would like to discuss particularly those of the proposals that are of interest or concern to us and to recommend several important changes and modifications.Our committee also has prepared Selected Recommendations for Amendments to the Internal Revenue Code, related to the proposals of the Tax Message or to the areas of the Code with which some of the proposals deal. We believe your Committee will find it helpful to consider these recommendations in connection with the proposals. In order to limit my oral presentation I shall not describe each of the
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Selected Recommendations in detail; however, I shall refer to some of them in the course of my remarks and should appreciate it if our memorandum describing them is included in the record of these hearings.
Objective and Scope of Proposals
Our committee agrees with the importance of undertaking reason­able and prudent measures to stimulate and accelerate the economic growth of the country. We are in favor of the President’s stated objec­tives of stepping up the growth and vigor of our economy, increasing job and investment opportunities, increasing incentives to risk taking, and increasing productivity, and we agree that revision of tax rates, accompanied by reform of the tax structure, properly conceived and executed, would do a great deal to achieve those objectives.As certified public accountants serving taxpayers in many different industries, we are conscious of the restrictive effects on the economy of (1) the existing too rapid progression in income tax rates, (2) un­warranted benefits that may be achieved through the artificialities of carefully planned transactions, and (3) the generally debilitating effect of the burden of molding business decisions to the vagaries and excep­tions of highly complex tax rules. Because of our concern with the problems of taxpayers as a whole, instead of with the special interests of any one group, we favor reasonable compromises in dealing with the interests of special groups or industries.
Conclusion as to General Acceptability of the Tax Program
Achieving the sound objectives of the Tax Message will surely require the collective wisdom of the Congress, the Administration and the many groups invited to contribute their judgment on how to reach the goal desired by all—new growth for the economy. In the light of a budget already out of balance, we respectfully suggest that each proposal for reduction of revenue be required to meet the test of contributing to the final objective of economic growth. At the same time, every effort should be made to hold expenditures to reason­able levels while this program of economic stimulation through tax cutting is in progress.If the tax program is modified to reflect several major recommenda­
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tions for change which I shall describe, we believe the program would be acceptable as a reasonable approach to tax reduction and reform. In  this sense, and in the context of an otherwise acceptable package of changes, we would not take exception to the general objectives of those other parts of the program as to which we have not presented recommendations for major modifications.Further study may reveal the necessity for change in some of the specific details.
Major Recommendations for Change in the President's Proposals
A. Increase Em phasis on  Stim ulation of Investm ent. In ex­plaining the need for tax reduction and reform, the President gave attention to both the necessity for stimulation of increased consumption and the importance of creating incentives to economic expansion through encouragement of the investment of new capital and the investment of greater creative efforts by individuals. Although the justification for the program recognizes the importance of both con­sumption stimulation and investment incentives, we have doubts whether a balance actually has been maintained. The specific proposals seem to provide disproportionate relief at the income levels where stimulation of consumption would result.It appears to us that unless your Committee finds the apparent im­balance in the program justified to produce the economic stimulation desired, certain changes in the program would be desirable.The following changes are recommended:
1. Confine the proposed reduction in the lowest tax rate for in­dividuals to the same 20 per cent reduction that is proposed for those who pay taxes at higher rates. A disproportionate reduction in the bottom bracket does not seem warranted in the light of the other proposals (such as the proposals for a minimum standard deduction and for liberalization of the child care deduction) that would provide additional relief to low income taxpayers at the cost of further narrowing of the tax base.This recommendation would not be inconsistent with reduction of the highest individual tax rates by more than 20 per cent. That additional reduction will have a small revenue impact. It is offset by the proposed elimination of other benefits now available to high
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income individuals, and it would remove the worst feature of the present rate structure, thought by many to have had a  seriously inhibiting effect on the productive efforts of individual taxpayers.
2. The $300 credit for individuals over 65, which is proposed at a revenue loss of $320 million, should not be adopted. It would remove too many taxpayers from the tax rolls and it does not seem necessary in view of other tax relief measures already available to elderly people in the low income levels. In  addition to the proposed minimum standard deduction, additional personal deductions already are available for tax­payers over 65. These provisions, along with the present retirement income credit and a liberalized medical expense deduction for the over-65 group, should be sufficient without establishing a structure that would permit married taxpayers with incomes as high as $5,800 to pay no tax at all.
3. The proposal to reduce the normal tax rate for corporations by 8 percentage points while reducing the general corporate rate by only 5 percentage points seems unwarranted in the context of the entire package of rate reduction and reform. It would result in sharper progression in the rate structure than at present.We suggest limiting the reduction in the normal tax rate to 5 per­centage points, the same change as is proposed for the general corporate rate. This would provide a reduction of 16.7 per cent of the taxes of corporations with taxable incomes of $25,000 per year or less, as com­pared with a reduction of 9.6 per cent for large corporations and a reduction of 26.7 per cent if the 8 point reduction in the normal tax rate were adopted.
B. Change T im ing of Proposals fo r Tax Reduction and Re­form . We are disturbed by the possibility that future conditions may prevent completion of each phase of the   President’s program as it is now contemplated. If it should develop that the tax rate reductions and reform do not actually stimulate business activity as expected, it may become necessary, say at the end of 1964, to have a reappraisal, and perhaps to defer indefinitely the further changes that would not take effect until 1965. In  that event the proposed changes, conceived and presented as being balanced over the length of the program, would become seriously unbalanced, since the base-broadening changes pro­
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posed for 1964 are largely justified for many taxpayers only by the final cuts in tax rates that would take place in 1965.It seems important to provide for a more even flow of the benefits of the proposals to various economic groups during the three years required for the plan to be established. This would avoid conveying benefits to one group at a faster rate than to others, and thus incurring the danger that premature termination of the plan would result in further imbalances in the tax structure.The following changes are recommended:
1. If the reduction of the corporate normal tax rate were confined to 5 percentage points as suggested, it should be split, with 2 percentage points of reduction being made in 1963, but the remaining 3 percentage points being deferred until 1965, when corporations generally would receive the final 3 points of rate reduction proposed for them.
2. The proposals that would narrow the tax base for individuals should not become effective until it is clear that all of the advantages of the proposals can be allowed to take effect. Thus, there should be deferred until 1965 the proposed minimum standard deduction, liberal­ization of the child care deduction, and extension of the 30 per cent limit to all charitable contributions. The proposed $300 tax credit for taxpayers over 65, which we oppose, should also be deferred until 1965 if it is to be adopted.
C. Itemized Deductions fo r Individuals. We are strongly opposed to the proposal that a 5 per cent floor be placed under itemized deduc­tions of individuals, with the standard deduction continuing unchanged. This would have the effect of penalizing those who actually have made expenditures regarded in the past as justifying tax deductions but of permitting those who may not have made such expenditures, and fre­quently do not, to continue to receive an arbitrary standard deduction.I t would take away, without apparent justification, a substantial part of the tax rate reduction being offered to the middle income group. In some instances, if this change were coupled with the proposed elimination of the dividends received credit, there would actually be an increase in tax, despite lower tax rates. There appears to be no disagreement that the middle income group is a major contributor to the growth of our economy. Its efforts should be encouraged rather than impeded.
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The effect of this plan on continued private support of charitable organizations has already been the subject of others called to testify before you. There is no question but that the availability of deductions for charitable contributions has sustained the flow of funds to these organ­izations. Unless this is continued, the alternative would seem to be a further expansion of the activities of the Federal Government into this area. Support of charitable institutions, like support of government, is an individual responsibility and an established part of our American way of life.The reduced deductibility of state and local taxes, even to the extent of the 5 per cent floor, would seem to create a situation in which the same income would be taxed, without relief, by several independent governmental bodies. We believe this is inequitable.The proposal is inequitable also because it would not provide for deduction from adjusted gross income of many expenditures clearly related to the production of income or to the maintenance and preserva­tion of income-producing properties. For example, many homes are mortgaged solely in order to provide funds for investment. The income from these investments raises the taxpayer’s adjusted gross income, and consequently, the return on the investments is diminished by the partial disallowance of the related interest expense.We recommend, therefore, that the plan for a 5 per cent floor under deductions should be abandoned. If necessary for revenue reasons, there should be a related scaling down of the proposed reductions in tax rates. However, the scaling down should be made evenly in all brackets and not disproportionately, as was suggested in the supplementary table presented to you by the Secretary of the Treasury. In view of the several proposals for narrowing the tax base for individuals in the lower income brackets, the creation of disproportionate reductions in tax rates does not seem warranted and would only result in a further increase in the rate of progression of the present rate structure.
D. Modify Acceleration of Corporate Tax Payments. Although the tax program has been described as being intended to increase in­centives for industrial investment and expansion, for many large corpora­tions the acceleration in tax payments for the years 1964 through 1968 would offset the reductions they would get through reductions in tax rates. There would be an acceleration of payments of approximately 10 per cent for each of those years, but the rate reduction from 52 to
14
50 per cent in 1964 would be only 3.9 per cent and the reduction to 47 per cent in 1965 would be only 9.6 per cent.The Treasury Department has stated that acceleration of corporate tax payments will not cancel the benefits of the proposed rate revisions for corporations. However, the analysis offered in support of this state­ment (Technical Implementation, Exhibit 2, Table 2) is based upon an unrealistic assumption that each corporation will be able to make payments based upon estimated tax of exactly 70 per cent of actual. For many taxpayers, this would provide inadequate protection against penalty. If the basis of estimate is changed to 100 per cent of actual tax, payments under the proposed plan in 1964 and 1965 would exceed amounts that would be payable under the present law and in 1966, 1967, and 1968 they would be approximately the same.The proposed acceleration of corporate payments would have other disadvantages. Since an initial estimate would be required by April 15 for a calendar year corporation, and since most corporations would require a reasonable length of time to close their books and prepare data for determination of the estimates, the initial estimate each year would have to be made on the basis of operations for the first two months of the year. Corporate incomes may fluctuate widely and trends may not be readily identified in any short period. Therefore, many corporations would be forced to make meaningless estimates on April 15. The result could be overpayments of tax, thus depleting funds needed for other purposes, or underpayments subject to penalty.The proposed intra-annual refunds would not provide an adequate solution, because substantial delays would be unavoidable and because refundable excesses would relate only to anticipated total payments for the year and not to a proportionate part of 70 per cent thereof, which is the base for estimating.Many corporations will not have funds available to meet the accel­erated payments, and will have to undertake financing for this purpose. Although some will not find this particularly difficult, there are others, including some fairly large corporations, that do not have unlimited credit available. Thus, in some instances funds raised to make accelerated tax payments may be diverted from business expansion, and the accel­eration of payments will tend to work in just the opposite direction from the investment incentive objectives.In order to meet these problems, we suggest that corporate estimated payments be made in equal amounts of one-third, with the first payment
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in the sixth month of the taxable year (June 15 for a calendar year corporation) and the second and third payments in the ninth and twelfth months. This would ease the problem of estimating at too early a point within the taxable year and would permit some of the funds made avail­able by tax rate reduction to be committed to the industrial expansion for which the reduction is intended.
E. Reject Taxation of Unrealized Incom e a t Death o r UponGift. We are opposed to the proposal that a capital gains tax should be levied on unrealized appreciation at the death of a taxpayer or upon the gift of appreciated property. This would levy an additional tax on the capital of those who have accumulated large estates already subject to a substantial estate tax. We doubt that it is equitable. I t is not made any more palatable by the way in which it has been so limited by special exceptions as to make it applicable to only 3 per cent of those who die each year.In  addition to being questionable in equity, the many exceptions that have been designed to make it applicable only to the wealthy would create a structure that would be fantastically complicated. There would be exceptions for personal and household effects, an exemption for property passing to charity, a marital exclusion and the $15,000 exemption. There would also be a special five-year averaging device and a special carryback of losses accrued at death. This maze of complexity would seem to be a step backward in view of the urgent need to bring greater simplicity to the tax law.
Effect of Major Recommendations for 
Change in the President's Program
The foregoing comments present our major recommendations for change in the President’s program. These are the modifications that seem to us to be essential to make the program generally acceptable. However, our failure to comment on other specific proposals of the program should not be taken as a specific endorsement of each of them. Our views would not necessarily be favorable if they were considered separately and apart from the context of the over-all program.We do not suggest other revenue-producing changes. If the program were modified to reflect our major recommendations, there would be
16
only a small increase in the revenue loss estimated by the Treasury for 1965, the first year of full applicability of the various changes. The further reduction in taxes of individuals and corporations in that year, resulting from our recommended modifications, would be $230 million, as reflected in the following schedule:
(in millions)
Eliminate 5% floor for itemized deduction $2,280Eliminate taxation of unrealized income at death or upon gift 300
$2,580
Less:Limit reduction in lowest individual tax bracket $1,580 Eliminate credit for individuals over 65 320Limit reduction in normal tax rate for corporations 450
$2,350
Remainder $ 230
This does not reflect any scaling down of proposed tax rate reduc­tions for individuals that might be considered necessary if the 5 per cent floor on itemized deductions is not adopted. In view of the relatively small change in the revenue impact that would result from our recom­mendations, which at the same time would result in an improvement in the program, such a scaling down may not be necessary.Our recommendations for modifying the acceleration of corporate tax payments would not affect the estimate of calendar year tax liabil­ities projected by the Treasury Department for 1965 because it would merely change the timing of payments within that year, rather than the amount.Our other comments and suggestions are presented in the remainder of this statement and in our Selected Recommendations for Amend­ments to the Internal Revenue Code.
Other Comments and Recommendations
1. Stim ulation of Investm ent. There are other changes that should be considered for the stimulation of investment, either indirectly,
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through improvement of the tax climate available to business, or directly.Recommendation II  of our Selected Recommendations for Amend­ments to the Internal Revenue Code provides several suggestions for incentives to business formation and growth. These suggestions are in­tended to encourage the free flow of capital into new or existing busi­nesses and to facilitate such realignments or adjustments of existing corporate structures as are required by business exigencies to foster further business growth. Since they are explained in the separate memo­randum that has been presented to you, I shall confine my comments at this point to a summary of them:
(a) Deduction for preliminary investigation of business or invest­ment opportunities. Expenditures in connection with preliminary in­vestigations of business or investment opportunities in order to determine whether an investment should be made, should be deductible under Section 212 even if the investment is not made (Recommendation II-A, page A-8). Prior to 1957 this was the approach taken by the Internal Revenue Service. However, in that year the Service issued Revenue Ruling 57-418 establishing a new rule that such expenditures are deductible only where the transaction has actually been entered into and the taxpayer abandons the project. This new rule tends to restrict the flow of funds into new business opportunities and is inequitable in that it fails to give recognition to the income-producing purpose of the related expenditures.
(b) Reorganization, stock dividend, stock split, etc., expenses. The deduction for organization expenses should be expanded to include registration and stock listing costs and reorganization expenses, including expenses of stock dividends, stock splits, etc. (Recommendation II-B, page A-9).Although the creation of new corporate organizations is encouraged by the election permitted under Section 248 to defer organizational expenditures and amortize them over a period of not less than sixty months, the definition of organizational expenditures may not be suffi­ciently broad to cover expenses of reorganization, stock dividends and stock splits, and registration and stock listing costs. Since these and similar expenses not now deductible are frequently necessary to the growth of a corporation, the privilege of deducting them over a period of years should be extended.
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(c) Carryover of operating losses. A legislative solution should be found to the continuing confusion in the area of operating loss carryover deductions (Recommendation II-C, page A-10).Although we do not favor trafficking in losses, situations frequently arise where corporations organized to seek profits actually incur losses and must seek to recoup those losses by improving their operations or by engaging in other businesses which might be more profitable. A recent Revenue Ruling indicates that where there is more than a minor change in stock ownership of a loss corporation which acquires a new business enterprise, the Internal Revenue Service may continue to contest the deductibility of the carryover of the corporation’s prior losses against the income of the new business enterprise.We suggest that in the absence of a change of ownership of 50 per cent or more of an existing corporation, carryover of operating losses should not be denied merely because of the acquisition of a new business or because of a change in the nature of an existing business.Rather than wait for a complete overhaul of Subchapter C of the Code, our committee suggests that this problem be solved now by pro­viding that the identity of a corporate taxpayer, for purposes of the availability of its operating losses, continues as long as a change in ownership of 50 per cent or more is not coupled with a complete change in its business. This would prevent new owners from acquiring a loss company and using its loss carryovers against profits from a completely unrelated business venture. It would not prevent new owners from undertaking reasonable improvements in business operations, nor would it prevent existing stockholders from seeking ways in which their cor­poration could recoup its losses. It is contemplated that this relatively simple rule would apply both to changes of ownership by purchase and changes through reorganization acquisitions.
2. Moving, Travel and E ntertainm ent Expenses. Our committee is pleased to note the proposal that moving expenses of all employees, both old and new, should be deductible in order to improve labor mobility and provide more equal treatment to similarly situated tax­payers. We have recommended a similar change on several occasions in the past.We suggest, however, that the deduction not be limited solely to transportation expense and the cost of moving household and personal belongings. Recognition should be given also to other out-of-pocket
19
costs directly related to such moves. Expenditures for items such as the expenses incurred during a reasonable period of search for housing accommodations at a new location and the out-of-pocket costs of dis­posing of and acquiring residential properties may present a more serious financial problem to the individual being moved than the trans­portation expenses of the move.It is regrettable, however, that the recommendation for this desirable change in the treatment of moving expenses is accompanied by a further assault on the travel expense deduction. The new definitions that are proposed for addition to the Code would disturb further an area that is now in confusion.This is a problem area that already, in our opinion, has been over­corrected by recent statutory changes. The proposed redefinition of “home,” the arbitrary “duty area” lines (intended to separate com­muting from noncommuting travel), and the challenge to the deductibil­ity of the costs of dinners when away from home but not overnight, seem to be unimportant refinements that would add little but the confusion caused by the necessity of further interpretation.Replacing the concept of “home” with a twenty-mile radius “duty area” has no apparent merit; the significance of distances away from a post of duty depends entirely on the size and character of each community. If legislation dealing with the itinerant worker seems desirable, any changes should be confined to that problem and should not disturb other established concepts.As to the attempt to deny the business nature of an evening meal taken at some distance away from home while on a business assignment, we are at a loss to find justification for it. If any change is made, it should be to assure the availability of such deductions. Whether or not a taxpayer should be viewed as being in a travel status depends on the circumstances in each case, and not whether he is away for sixteen hours or more.As is explained in considerable detail in Recommendation III  of our Selected Recommendations (page A-15), we believe that in the light of the substantial difficulties of interpretation, application, and administration of Section 274, action should be taken now to modify that section or to eliminate it, except for the substantiation require­ments of Section 274(d). While we agree that entertainment expense abuses should be prevented, the elimination of the Cohan rule and the adoption of the new substantiation requirements should have been suf­ficient for that purpose.
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The necessity placed upon each businessman of interpreting and applying to practical situations the subjective concepts of the remainder of Section 274 is not warranted by the. problems they were intended to cure. The result has been an unfortunate example of overregulation of normal and constructive business activity.Our experiences with many businessmen lead us to believe that their complaints as to the inadequacies and unfairness of Section 274 reflect frustration from attempting to work with a set of rules that are in­appropriate, and not, as some might suggest, from any forced cessation of questionable activities. In fact, the general view as to the unreason­ableness of the rules is such that they may well lead to a decline in compliance morality among this important group of taxpayers.We recommend, therefore, that the law be changed as soon as possible to allow deductions for items associated with the active conduct of the taxpayer’s trade or business, including good will entertainment (Rec­ommendation 111-A, page A-19), as well as for items directly related thereto. We recommend also the abandonment of the “primary use” test for entertainment facilities, especially club dues (Recommendation III-B, page A-20), and a more realistic annual limitation on deductions for gifts (Recommendation III-C, page A-21).
3. Investm ent Credit. Another provision of the 1962 Act that should be changed in the interest of easing business complexities, and thus permitting businessmen to commit their energies to more profitable pursuits, is the compulsory basis reduction of the investment credit.The requirement that basis be adjusted for the investment credit creates a complex record-keeping and accounting problem. The tax­payer must be prepared to identify any remainder of the credit applicable to a particular asset at the time of its retirement or at the time of certain changes in its ownership. The expense of maintaining such detailed and complicated records often is disproportionate to the benefits received. The result is that the investment credit is viewed more as an irritant than a stimulant by many taxpayers. .This  problem is likely to become more acute after the Treasury Department issues its proposed regulations with respect to th e  basis adjustment and  the related record-keeping.  As is explained in Recommendation I of our Selected Recommenda­tions, we recommend that the requirement for adjustment of basis be eliminated, with a related reduction in the rate of credit, if necessary (Recommendation I-A, page A-4).As an alternative to complete elimination, the investment credit could
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be accorded elective treatment in its entirety, with the election being available on an item-by-item basis from year to year. This would permit retaining the stimulative effect of the credit but would allow taxpayers to avoid the annoying complexities of extensive record-keeping for minor amounts (Recommendation I-B, page A-5).
4. Averaging of Income. It has been our view for a number of years that an income-averaging plan should be made available to tax­payers to replace the averaging provisions of present law. Income averaging is essential to do justice to taxpayers subject to wide fluctu­ations of income, particularly where they have only a few years of peak earnings.
Accordingly, we welcome in principle the plan proposed by the Treasury Department. It is similar in some respects to that outlined in Recommendation V of our Selected Recommendations (page A-31). However, we find it is so restricted that it will not provide effective relief in many situations where relief should be granted.The Treasury’s proposed plan would require that taxable income for the current year exceed 133-1/3 per cent of average taxable income for the prior four years and that the excess amount subject to averaging exceed $3,000. Although the $3,000 floor would help to avoid unim­portant adjustments, the limitation of income subject to adjustment to that which exceeds 133-1/3 per cent of the prior year’s average tends to reduce the availability of relief. We grant that some exclusion is desir­able to avoid refunds from minor fluctuations in income, but it would seem that a 5 per cent exclusion would be sufficient when coupled with a floor of $3,000.A more serious flaw in the plan is its failure to provide a device that would permit averaging income over a period of years that extends beyond the years in which peak earnings are achieved. Under the Treasury’s plan, some relief would be given in the first few years of peak earnings but none would be available if later years were followed by a substantial decline in earnings. This is because the year in which relief is to be granted would always be compared with past years. Our recommendations would overcome this defect by permitting tax­payers to average over selected blocks of five years, with no one year to be included in more than one block of five.
5. Structure o f Capital Gains Provisions. Although we have ex­
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pressed our disagreement as to the proposed treatment of gains accrued on capital assets at time of gift or death, we are generally in accord with those changes in the structure of the capital gains provisions which would reduce the inclusion factor for capital gains from 50 per cent to 30 per cent for individuals and reduce the corporate capital gains rate, while lengthening the holding period to one year and providing for an unlimited carryover of capital losses for individuals.Recommendation IV of the accompanying Selected Recommendations (page A-23) presents six suggestions for changes in the general structure of the capital gains provisions. The first three are directly related to the Treasury’s proposals. The last three are other worthwhile changes that should be considered in connection with any general changes in the treatment of capital gains and losses.
(a) Capital gains—alternative tax. At present, where the entire net income of a taxpayer represents the excess of long-term capital gains over operating losses, the alternative tax procedure may require that tax be paid at the capital gains rate of 25 per cent on the entire long­term gains (before reduction by the operating losses) or at ordinary rates on the net income (composed of capital gain reduced by operating losses). Since in this circumstance the operating losses would not then be available for carryback or carryover, it seems unfair to require that the taxpayer pay any more tax than would be required by applying the capital gains rate to the net capital gains after reduction by those losses.Although we recognize that the proposals for capital gains revision would eliminate the alternative tax procedure for individuals, if that procedure is retained, either for individuals or corporations, our Rec­ommendation IV-A (page A-24) suggests that this defect should be corrected.
(b) Capital loss carryover. As is indicated in our Recommendation IV-B (page A-25), we agree with that part of the revision proposals that would prevent long-term capital losses from becoming short-term when carried over to succeeding years.
(c) Recommended capital loss carryback. In  view of the objective of the unlimited capital loss carryover for individuals of improving invest­ment odds and increasing the effective supply of investment funds for growth, you may wish to consider our Recommendation IV-C (page
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A-26) for the adoption of a three-year carryback in addition to the present carryforward. This would seem to be a better way of providing for averaging of capital losses against capital gains, since it would permit immediate recovery of tax where losses were preceded by substantial gains in earlier years. It should provide more effective investment in­centives than the more gradual and less certain approach of unlimited carryovers. Regardless of which approach is taken, we believe it should be extended to corporations as well as to individuals.
(d) Zero basis rule—stock rights, wash sales, etc. In our Recom­mendations IV-D, E and F (pages A-26 through A-28) we have suggested limitations on the application of the zero basis rule to stock rights, extension of the wash sales provisions to noncorporate traders (but not to dealers) in securities, and restrictions on the conversion of capital to ordinary losses by the use of the short sale device.
6. Definition of Capital Gains. (a) Real estate transactions. We agree that excessive depreciation deductions should not be the basis for tax avoidance through unwarranted creation of capital gains, but it should not be assumed that all gains from disposition of depreciable property reflect recovery of excessive depreciation. Gains may be the result of inflation or fortunate investment.The Treasury’s proposal for recapture of depreciation on sales of real property seems to be a superficial and somewhat arbitrary solution to this problem. If “excessive” depreciation is to be recaptured, the re­capture should more logically be on the basis of a  comparison with “normal” depreciation (which might be defined as straight-line depre­ciation) and not merely complete recapture based on the absence of a sufficient passage of time.We are not aware that the rates of the Treasury Department’s depre­ciation guidelines are so favorable with respect to real estate as to result in an unwarranted accumulation of depreciation deductions. It is more likely that the opposite is true.In  any event, action in this area should not be taken without con­sideration and adoption of an over-all depreciation program, with pro­vision for adequate recognition of declines in the value of the dollar to encourage replacement. We oppose elimination of accelerated depre­ciation for real estate because we believe such a move would be contrary to the stated objectives of stimulating the economy through encourage­ment of additional investment.
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(b) Farming and timber. If excess deductions are to be recaptured before allowing capital gain treatment, as is proposed for certain deduc­tions allowable in farming, and if recognition is to be given to the ordinary income element of the growth of timber, we can see no basis for making exceptions based on the size of the farming or timber operation or the amount of income received from other sources.There might be some basis for distinguishing among different types of timber sales, particularly where an entire property is sold outright by someone other than a user or merchant of timber, but the exception should follow some principle other than the size of the amounts in­volved. Likewise, in the case of farming, the essential question is whether the taxpayer is engaged in a bona fide farming business. If he is, there is no justification for treating him differently from any other farmer.
(c) Deferred payment sales. The proposed changes that would re­quire imputation of interest in connection with deferred payment con­tracts and would prevent capital gain treatment of long-term deferred payments that are fixed in amount but contingent as to receipt, appear to us to be another attempt to make all business transactions fit within some preconceived ideas as to what their nature should be.The mere absence of a stated interest element in a deferred payment transaction does not necessarily mean that the buyer and seller are conniving to avoid the passage of ordinary income. These arrangements usually are determined at arm’s length. Deferral of payments and the absence of interest often reflect the necessity that the seller must take some risks to dispose of his property. The same may be true of con­tingent deferred payments where the amounts of the payments are fixed but their receipt depends upon earnings of the enterprise obliged to make them.If there are to be any changes in this area, they should be limited to those taxpayers who engage in these transactions so frequently as to make them part of their regular business operations.
• * * * *
Although I have commented on a number of proposals for tax re­duction and reform, since they are available now only in outline form, and not in statutory language, we have not been able to analyze them in detail and form conclusions as to the merits of the many technical changes that would be required. Therefore, while we view the general outlines of the plan favorably, subject to the changes we have recom­
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mended, further analysis may indicate the need for additional sug­gestions.We have presented our recommendations with the hope that they will prove helpful. If it should appear that our committee could assist you or your staff in your analysis of the various proposals, we should be pleased to do so in any way that you may wish. I appreciate this opportunity to present our comments to you.
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Amendments to the 
Internal Revenue Code
Committee on Federal Taxation of the 
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A -1
Simplification of Investment Credit
A lthough  the investment credit was adopted in 1962 to encourage industrial expansion, practical experience with its application has revealed that its intricacies may present some businesses with more of a problem, and thus become a deterrent and not an incentive.The problem stems from the provision requiring a reduction in basis of qualified property corresponding to the amount of the credit. This provision, together with the provision for recapture of the credit in the event of certain premature dispositions of property qualified for the credit, requires complicated additional record-keeping for basis reductions and to permit identification of the credit allowed for a particular asset upon early retirement. Since the basis adjustment is obligatory, the burden of record-keeping cannot be avoided by failing to claim the credit.This is especially troublesome for a business making a number of purchases of items of machinery and equipment for relatively small individual amounts. The effort and expense of maintaining additional records may outweigh the advantages of the credit, making it more a hindrance than a stimulant.We believe this situation should be changed as soon as possible. We recommend that the basis adjustment requirement be replaced (with a reduction in the 7 per cent rate of credit to offset the adverse revenue impact, if necessary) or, in the alternative that the investment credit be made elective.
I
A-3
Investment Credit— Reduction of Basis
A. Section 48 (g )
The amount of the investment credit should not he applied in reduction of the basis of the assets with respect to which the credit was allowed.
Complex record-keeping and accounting problems resulting from the basis adjustment requirement may mean that the expense of maintaining records often will be disproportionate to the benefits re­ceived. In  some cases a taxpayer will derive no benefit from the credit if he has operating losses or if he has to repay the credit as the result of early disposition of an asset. For example, a taxpayer can lose the benefit of the credit because of having sustained an operating loss in 1962 which must be carried back to an earlier year. Although the required basis adjustment (and consequent reduction of depreciation) reduces the tax benefit of the loss carryback, the investment credit for the year must be realized, if at all, from taxes payable in subsequent years.The depreciation guidelines released in 1962 by the Treasury Depart­ment (Rev. Proc. 62-21, I.R.B. 1962-30, 6) encourage some simplifica­tion of record-keeping for depreciable assets by establishing guideline lives which may be applied to composite or group asset accounts. Where composite or group accounts are employed for depreciation purposes, no identification of individual assets is required; however, identification of the cost of individual assets becomes necessary in accounting for the investment credit. Thus, the two procedures tend 
to work at cross purposes.Additional accounting complications arise in the computation of al­lowable depreciation for state income tax purposes. The taxpayer will be required to disregard the investment credit adjustment to basis where no similar basis adjustment is applicable under state law. To meet this problem a separate set of depreciation records may be necessary, adding to the record-keeping burdens.'There are still other complications. Lessees of property must keep detailed records in order to adjust their rent deductions. “Conduit”
A-4
entities, such as partnerships or Subchapter S corporations, have par­ticularly bothersome problems as a result of actions by their taxpaying participants; e.g., application of the limitation on the credit available for used property where an individual taxpayer belongs to more than one partnership.The investment credit would be more effective if taxpayers were not required to give back part or all of it through lessened depreciation or by later refund, and if they were not burdened with the costly record­keeping inherent in the present basis adjustment.If elimination of the basis adjustment would result in too great a reduction of revenue to the Treasury, the change could be adopted with a reduction in the rate of credit to the level deemed necessary to compensate for the revenue loss.
B. Section 48 (g)
Investment Credit— Reduction of Basis
As an alternative to the elimination of the basis adjust­ment, the investment credit should be elective rather than mandatory.
In the event that our recommendation for elimination of the basis adjustment is not adopted, we believe the investment credit should be made elective on an item-by-item basis from year to year.Because of the complications arising from the basis adjustment, those taxpayers who desire to do so should be allowed to forego the invest­ment credit in order to avoid the accounting complexities we have described. By allowing election of the credit on an item-by-item basis, both equity and expediency would be served. A taxpayer could avail himself of the investment credit on qualified investments of his selection and still be relieved of the record-keeping burdens caused by the basis adjustment for those acquisitions that are too great in number and too small in amount to warrant the effort and expense. Moreover, the elective treatment would allow a taxpayer to avoid the inequity where there are net operating losses, as discussed in A above.
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Incentives to Business Formation and Growth
It  is  generally agreed that the income tax law should encourage rather than deter the free flow of capital into new or existing busi­nesses. We believe it should also permit such realignments or adjust­ments of existing corporate structures as are required by business exigencies to foster further business growth.The search for investment opportunities and for investment funds to finance new businesses, and the growth of existing businesses through mergers, reorganizations or other corporate readjustments, involve con­siderable expense. Existing provisions of the tax law which prohibit deduction of this expense, tend to impede the formation and mobility of capital and should be relaxed.Furthermore, many investors, who have pooled their capital in a corporation for the purpose of engaging in a business for profit, suffer losses instead. They should be encouraged to seek new opportunities for investment through clear and reasonable rules providing for avail­ability of the losses against profits of new businesses undertaken to recoup their losses.The committee is concerned also with the continuing confusion in the area of operating loss carryover deductions. There has been a ten­dency to depart from an appropriate pattern of corporate taxation. This may tend to stifle investors’ initiative in seeking new investment opportunities.
II
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A . Section 212
Deduction for Preliminary Investigation of 
Business or Investment Opportunities
Expenditures in connection with preliminary investigations of businesses or investment opportunities, in order to deter­mine whether an investment should be made, should be deductible under Section 212 if the investment is not made.
Prior to 1957 the Internal Revenue Service followed I.T. 1505, I -  CB 112, in permitting a deduction for expenses incurred in de­termining whether or not an investment should be made. The ruling held that such an investigation constituted a transaction entered into for profit and that upon abandonment of the enterprise the expenses in­curred became a loss deductible in the year of abandonment.Rev. Rul. 57-418, 1957-2 CB 143, after reviewing the history of the application of I.T. 1505, revoked it and established a new rule that “a loss sustained during a taxable year with respect to expenditures incurred in search of a prospective business or investment is deductible only where the transaction has actually been entered into and the tax­payer abandons the project.”Expenditures made in connection with a preliminary investigation of business or investment opportunities should be deductible even if a tax­payer abandons a projected business or investment before entering into a material amount of activity in connection with the project. Such prelim­inary expenditures should be equivalent to those which are admittedly deductible where the taxpayer has engaged in material activity. See Charles T . Parker, 1 T.C. 709, distinguished by the Service in Rev. Rul. 57-418.
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B. Section 248(b)
Reorganization, Stock Dividend, Stock Split, 
Registration and Stock Listing Expenses
The deduction for organizational expenses should he ex­panded to include registration and stock listing costs, and reorganization expenses (including expenses of stock divi­dends, stock splits, etc.).
Under Section 248(a), a corporation is given an election to treat its organizational expenditures as deferred expenses amortizable over a period of not less than sixty months beginning with the month in which the corporation begins business. The definition of organizational expenditures in Section 248(b) may not be sufficiently broad to cover reorganization expenses, including expenses of stock dividends and stock splits, or registration and stock listing costs.The Regulations confine the treatment of Section 248(a) to expenses directly attributable to the creation of a corporation and do not permit amortization of the cost of selling shares of stock, professional fees, or printing stock certificates. Rev. Rul. 60-254, 1960-2 CB 42, and more recently the Tax Court in General Bancshares Corporation, 39 T.C. No. 40, and United Industrial Corporation and Subsidiary Companies, T.C. Memo 1962-280, denied deductions for expenses in connection with stock dividends, registration and stock listing.There is no reasonable basis for the distinction between organization and reorganization expenses, nor between original capitalization ex­penses and the expense of printing and preparing stock certificates for subsequent stock dividends or stock splits. Reorganization expenses including the cost of stock registration and stock listings, the cost of printing certificates for stock dividends and stock splits, etc., are all expenditures similar to organization costs which are deductible under Section 248(b).
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C. Sections 172. 269, 382
General Comment— Carryover of Operating Losses
The committee on federal taxation is concerned with over­emphasis of the tax avoidance aspects of the carryover of operating losses by corporations undergoing changes. The attention given to the subject in legislative proposals, coupled with the position taken by the Treasury Department in litigation on this question may result in departures from an appropriate pattern of corporate taxation. Such de­partures will result in inequities.
T h e  whole structure of the Internal Revenue Code as it relates to the taxation of corporations and stockholders is grounded on the proposition that the corporation be recognized as a separate taxable person. In this connection the concept of “continuity of interest” has been understood as justifying recognition of the identity of a corporate person despite certain changes in its structure. If continued recognition of this concept is desirable, and it seems that it is, there does not appear to be any justification for denying access to carryover deductions except where changes in both ownership and business result in the creation of a new business person as a matter of substance.Where stockholders have pooled their capital in a corporation for the purpose of engaging in business for profit but have sustained losses, it is illogical to assume that the stockholders should not seek to recoup those losses by improving the operations of the losing business or by engaging in another business which might be more profitable. Revenue Ruling 63-40, 1963-12 IRB indicates that if the latter course is taken and a new business is acquired, and there is little or no change in stock ownership during or after the period in which losses were incurred, the corporation will not be barred from using losses previously incurred by it against the profits of the newly acquired business.The approach taken in the ruling should be extended further by a statutory provision. In the absence of a change of ownership of 50 per cent or more (sufficient to interrupt the continuity of interest), the continuing tax identity of the corporate person should be recognized.
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For the same reasons continuation of the separate corporate person should be recognized, as is done under present law, when there is a change of ownership but no significant change in business activities.Where there is a significant change of business activities coupled with a significant change in ownership, the law should recognize that the effect is the same as formation of a completely new taxable person and the carryover of loss deductions in such circumstances should be denied.The committee believes that with certain modifications, but within the present basic structure of Sections 172, 269 and 382, the foregoing objectives can be accomplished.
D. Sections 172, 269
Carryover of Operating Losses— Acquisition of New Business
It should be made clear that in the absence of a change of ownership of 50% or more of an existing corporation, carry­over of operating losses should not be denied merely be­cause of the acquisition of new businesses or because of a change in the nature of the business.
In Revenue Ruling 63-40 the Internal Revenue Service concluded that, in cases in which losses have been incurred by a single corporation and there has been little or no change in the stock ownership of the corporation during or after the period in which the losses were incurred, the Service will not attempt to bar the corporation from using losses previously incurred by it against the profits of a newly acquired business solely because such losses are attributable to a discontinued corporate activity. The Ruling also stated, however, that if there is more than a minor change in stock ownership of a loss corporation which acquires a new business enterprise, the Service may continue to contest the de­ductibility of the carryover of the corporation’s prior losses against the income of the new business enterprise.I t should be made clear that carryover of operating losses against the profits of a newly acquired business should not be denied unless there is a change of 50 per cent or more in the ownership of the company.
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E. Section 382
Acquisitions Through Reorganizations—  
Percentage Reduction Rules
The percentage reductions in Section 382(b) applicable in the case of reorganisations of loss companies should be re­placed by rules similar to those applicable to purchases un­der Section 382(a). That is, where shareholders of the loss company do not retain an interest of 50% or more in the continuing company, the operating loss should be denied unless a “continuity of business” test is met. There should also be a provision under which substantially all the assets received from the loss company could be transferred to a subsidiary, if the subsidiary meets the continuity of busi­ness test.
T here seems to be no basis for distinguishing between a sellout ac­complished by means of a taxable transaction and one accomplished by a reorganization even though the selling shareholders retain an in­terest. In  either case the “continuity of business” test should be applied. The alternative of allowing the carryover to remain in a subsidiary is necessary to permit use of the loss against profits from a continuation of the loss corporation’s business even though the acquiring corporation has other types of business.
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F. Sections 282(a) (1), 269
"Continuity of Business" Test
Where there has been a change in ownership of a loss com­pany, a reasonable but more specific “continuity of business" test should be applied. Expansion of existing lines of prod­ucts or services, including the acquisition of a business having the same products or services, should be permit­ted. In addition, the company should be permitted to enter a new business which is a natural outgrowth of the existing business provided that the new business is not a major portion of the whole. The loss company should not be prevented from dropping unprofitable lines or from moving its location or changing its personnel in an effort to earn profits against which it may offset the loss carryover.
T he purpose of this section is to prevent new owners from acquiring a loss company and using its loss against profits from an unrelated business undertaken under the new management. New owners should not be prevented from discontinuing or radically changing profitable lines of business or expanding existing lines. They must, however, be pre­vented from using a loss carryover against entirely new lines of business.
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G. Section 382
Rules Relating to Unrealized Losses in Change of Ownership
Where there is a change of ownership accompanied by a change of business the same prohibitions should be provided against unrealised losses as against operating loss carryovers.
T here is no more reason to permit the carryover of basis in excess of current values than the carryover of losses. Both can be used to accomplish the same purpose when a change of ownership is for the purpose of obtaining loss deductions instead of operating the acquired business.
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I II
Revision of Rules Concerning Deductions for
Entertainment, T ravel and Gift Expenses
IN the light of substantial difficulties of interpretation, application, and administration of Section 274, serious consideration should be given to major modifications or to its elimination from the law, except for the substantiation requirement.The committee on federal taxation is opposed to entertainment ex­pense abuses, as it is opposed to any misuses of the tax law. I t stated this position to the preceding Congress, but it also suggested that the abuses have not been as great or widespread as the Treasury has in­dicated. After a thorough review of all the provisions of Section 274, with respect to which we are making several detailed recommenda­tions, our opinion may be summarized as follows:
We agree that widespread abuses of entertainment expense deduc­tions should not be tolerated and that any legislation should be sufficient to provide adequate statutory strength for effective admin­istration. However, past abuses, which resulted in a large measure from inadequate administrative activity, should not be used as jus­tification for changes that deal unfairly with business taxpayers, discriminate among taxpayer groups, and introduce difficult and untried conceptual tests which lend themselves to subjective admin­istration and which may be u sed for harassment of taxpayers by revenue agents.
In  reassessing the problems in this area, we believe there are several factors which should be considered in determining whether the new
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provisions relating to deductions for entertainment, travel and gift expenses should be modified or repealed:1. The statutory reversal of the Cohan rule was quite proper. Deduc­tions are a matter of legislative grace, and it is not at all unreasonable to insist that taxpayers prove that an expense was incurred and that it fits the requirements of the section pursuant to which a deduction is sought.2. A large part of the problem stems from inadequate and ineffective past administration of the law with respect to entertainment and travel expense deductions. While the law should be adequate from an admin­istrative viewpoint, it should not be so stringently drawn as to over­compensate for past administrative failures. The experience of our members in the past year or so has indicated that the stepped-up activity of the Internal Revenue Service in obtaining more detailed information from taxpayers, in improving audit activities in connection with entertainment and travel expense deductions, and in developing more cases against deficient, negligent and fraudulent taxpayers, has been substantially better and more successful than in prior years.3. There is evidence that the courts have also been increasingly more stringent in their travel and entertainment expense decisions. This is indicated in an analysis of all of the 1962 “T  & E” decisions, the results of which are summarized in Appendix A. Instead of being taxpayer minded, the courts have supported the Commissioner most of the time. I t is interesting to note, for example, that in Challenge Manufacturing Co., 37 T.C. 650, involving depreciation and expenses of a yacht, the court upheld the Commissioner’s allowance of about one-half of the ex­penses claimed, but indicated that it thought the Commissioner had been “exceedingly generous.” Elimination of the Cohan rule would have made the Commissioner’s victories even more sweeping.4. Admittedly the decisions which had to be made by Congress in enacting Section 274 were difficult ones and the attempt to provide the greatest equity among taxpayers while at the same time attempting to prevent abuses made for definitional problems. Nevertheless, the new rules contain many new conceptual tests which are extremely difficult to understand and apply. They will permit subjective administrative interpretation and possible harassment of taxpayers by Internal Revenue Agents.The term “ordinary and necessary” is itself difficult, but at least we have years of experience and many court decisions to guide us as to
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its meaning. To add terms such as, among others, “directly related to,” “associated with,” “substantial and bona fide” and “lavish and extrava­gant,” necessarily creates seeds of endless dispute and litigation which we believe are far out of proportion to the benefits to the revenue and to tax compliance. These terms are defined only in the Committee Re­ports. The Ways and Means Committee Report, for example, discusses “directly related to” as follows:
With respect to expenses for entertainment activities, the bill pro­vides that a deduction will be allowed only to the extent that the taxpayer establishes that the expense was directly related to the active conduct of his trade or business.
This means that the taxpayer must show a greater degree of prox­imate relation between the expenditure and his trade or business than is required under present law. Among other things he will have to show more than a general expectation of deriving some income at some indefinite future time from the making of the entertainment- type expenditure; however, he will not be required to show that in­come actually resulted from each and every expenditure for which a deduction is claimed.
If the expenditure is for entertainment which occurs under circum­stances where there is little or no possibility of conducting business affairs or carrying on negotiations or discussions relating thereto, the expenditure will generally be considered not to have been directly related to the active conduct of business. Thus, the absence of the taxpayer or his representative from the entertainment activity ordinarily indicates that the entertainment was not directly related to the conduct of the taxpayer’s trade or business. Similarly, if the group of persons entertained is large or the distractions substantial, the cost of the entertainment will not be deductible, in the absence of a clear showing of a direct relationship to the active conduct of the trade or business. All the facts and circumstances pertaining to the entertainment activity will be considered in this connection. Thus, expenses incurred for a  “hospitality room,” at a convention, at which good will is promoted through display or discussion of the taxpayer’s products will be treated as so directly related.
This very statement indicates the difficulties which will develop in
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trying to apply these words to the multitude of practical situations con­stantly faced by taxpayers and reviewed by the Internal Revenue Service.It is, indeed, very much an open question as to how the several courts will deal with Section 274. While committee reports are often accepted as guides to Congressional intent, the courts often exercise independent judgment. Why, for example, is good will “associated with” but not “directly related to” a business? Commentators are already raising questions as to whether the “directly related to” test really is new or is merely a codification of judicial law. See “1962 A ct: Is the ‘Directly Related’ Test for Entertainment Expenses Really New?” Journal of Taxation, December 1962, page 366.5. It must be borne in mind that under prior law, travel and enter­tainment expenses were subjected to the same “ordinary and necessary” test as is applied to all other expenses. Advertising, or public relations, or a multitude of other expenses are still subject to the test, but travel and entertainment have now been singled out for harsher treatment.We believe that this special treatment is not justified on the basis of extreme exceptions which have been used to suggest a pattern of non- compliance. Changes in the law should be confined to those necessary to prevent widespread abuses. The vast majority of travel and entertain­ment could be taken care of administratively under Section 162 with the elimination of the Cohan rule.Nor do we agree that Section 274, as has been suggested, strengthens the tax structure and moral fibre of our society. In  fact, resistance to overly harsh rules may have the opposite effect.There is nothing improper or immoral about legitimate entertainment and travel expenses. Proper entertainment expenses made to maintain good relations with present customers and to foster amicable relations with prospective customers should be deductible. When based on good business judgment, they represent a reasonable attempt to increase revenue which in turn should increase taxable income. Our detailed recommendations follow. Their number and scope, to­gether with the considerations set forth above, lead us to suggest a re-evaluation of Section 274.
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A. Section 274 (a )
Disallowance of Certain Good Will Entertainment Expense
Deductions should he allowed for items ( including good will entertainment)  associated with the active conduct of the taxpayer’s trade or business as well as for items directly related thereto.
Although the terms “directly related to” and “associated with” are far from clear, the Committee Reports on the Revenue Act of 1962 indicate that good will entertaining is excluded from the former expres­sion but included in the latter. Good will entertaining is, therefore, per­missible only when preceding or following a “substantial and bona fide business discussion.” This restriction on good will entertaining is unnec­essarily harsh in most cases and clearly unfair in many.The creation of good will among business customers and prospective customers is important to all industries and professions. The value of fostering and maintaining good will in varying ways, including adver­tising and the payment of public relations employees, is unquestioned. Yet the present law prevents the effective method of creating good will through perfectly reasonable and proper personal entertaining.In  professions in which advertising is prohibited by law and profes­sional ethics, the present law is particularly burdensome. Entertaining is a very important tool in the development of good will for such tax­payers. Other avenues, open to and deductible by other businesses, are closed to them.Good will business entertaining is not improper or immoral. When based upon good business judgment and associated with the conduct of a business, its cost should be deductible, just as the entertaining of foreign dignitaries is looked upon as a proper function of our gov­ernment officials seeking to promote good  relations with representa­tives of other governments. The business discussion requirement for good will entertainment should, therefore, be eliminated, and the “associated with” phrase should be added to Or substituted for “directly related to” wherever the latter appears (including the provision for entertainment facilities).
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B. Section 274(a) (1) (B)
Disallowance of Expenses of Entertainment Facilities
The “primary use" test should be abandoned or, at least, club dues should be excluded from its application.
In the light of the strict substantiation requirements of Section 274, the "primary use” test with respect to an entertainment facility is unnecessary and, in many cases, unfair.  When a taxpayer must demonstrate by adequate records the business use of an entertainment facility, he should be able to deduct the portion of expenses of the facility attributable to that use. It is arbitrary to provide that if the demonstrated business use of the facility is 49 per cent, no deduction will be permitted, while a deduction will be allowed if the business use is 51 per cent. A reasonable tax policy dictates that sharp lines should be kept to an absolute minimum and a substantiated business use of a facility should certainly permit deductibility.The present law tends to discriminate against the small business as compared with the larger business. The larger the business, the easier it is to limit or eliminate nonbusiness use of an entertainment facility. The small business, however, probably will not be able to afford such a luxury. I t may use an entertainment facility for business purposes 10 per cent or 20 per cent or 50 per cent of the time, and get no deduction, while the larger business uses a comparable facility 51 per cent of the time and gets a substantial deduction.Moreover, the new law encourages uneconomic use of a facility. An organization is encouraged to discover more business purposes for its entertainment facilities so that it can show a more than 50 per cent busi­ness application, whereas unhampered judgment might call for more mod­erate use. I t  may become more important to watch the percentage than to be economical. Once again, this practice is more likely to affect the small business than the large one.   At the very least, allocation of club dues should be permitted on the basis of use and without meeting the primary use test, if that test is retained for other facilities. The small businessman is probably helped most by the use of this type of “facility.” The elimination of the provi­
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sion grouping his club with hunting lodges, yachts, etc., would grant him much needed relief.
C. Section 274(b) ( 1) 
Limitation on Deductions for Gifts
The $25 annual limitation on deductions for gifts should be increased to a more realistic amount.
We believe that a dollar limit on business gifts intended to satisfy the personal, living, or family needs of an individual is entirely appropriate. A period of working with the present $25 limitation has indicated to us, however, that it is unrealistically low for the purpose which it seeks to accomplish. For example, a gift of a plant costing in excess of $25, might be completely appropriate under the circumstances.A more realistic limitation would permit deductions for many proper gifts which are not deductible under the present unrealistic maximum, without impairing the provision’s effectiveness to curb the abuses which led to its enactment.
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IV
Revision of Capital Gains Taxation
Any major revisions and reform of the income tax system requires that attention be given to changes in the taxation of capital gains in an attempt to eliminate inequities and hardships, as well as unwar­ranted advantages enjoyed by some taxpayers.We present six recommendations for revisions in the structure of the capital gains provisions. Four of our suggestions would eliminate in­equitable advantages presently available to taxpayers, while one would grant relief in a situation in which the present alternative tax provision works unfairly. The sixth presents a treatment of capital losses which we believe necessary to alleviate hardship on investors, particularly small investors, who incur substantial capital losses and do not realize gains sufficient to absorb them during the five-year loss carryover period now available.
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A. Section 1201
Capital Gains: Alternative Tax
The alternative tax should not be in excess of 25 per cent of the amount of the net taxable income when such net income is attributable to net long-term capital gains.
A taxpayer having a business operating loss during the year, and also having a net long-term capital gain in excess of the loss, is taxed at regular rates on the net income (including capital gain) or at the 25 per cent alternative rate on the entire capital gain, whichever produces the lesser tax. Since the operating loss is absorbed by the long­term gain, no carryover of the loss is permitted. As a result the taxpayer may be required to pay tax exceeding 25 per cent of the net income for the year, effectively receiving no tax benefit for the operating loss.For example, a corporation with net taxable income of $50,000, re­sulting from long-term capital gain of $75,000 and an operating loss of $25,000, must pay tax of $18,750—25 per cent of the entire long-term capital gain. The tax computed at regular rates on the $50,000 net in­come would be $20,500. Both of these amounts are in excess of 25 per cent of the net taxable income, even though the entire net income is attributable to long-term capital gain.The 25 per cent maximum alternative tax should be applied to net taxable income if such income is less than the net long-term gain. In  the illustration the resulting tax would be only 25 per cent of $50,000, or $12,500.This recommendation would be unnecessary if the concept of the alternative tax were eliminated.
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B. Section 1212
Capital Loss Carryover
Long-term capital losses should not be given the advantage of becoming short-term for purposes of carryover to suc­ceeding years.
Under the present law, a net capital loss, to the extent that it exceeds the maximum amount allowable under Section 1211, may be car­ried forward as a short-term capital loss. The loss to be carried forward should retain its character as long-term or short-term, when carried over to subsequent years. When a taxpayer has both net long-term capital loss and net short-term capital loss in a particular year, the amount de­ductible under the limitation provisions of Section 1211(b) should be first the short-term loss to the extent thereof.To illustrate the effect of the recommendation, consider the following example:In 1960, “A” has a net long-term capital loss of $5,000 and a net short-term capital loss of $8,000. in  1961, “A” realizes $50,000 of net long-term capital gains and $20,000 of net short-term capital gains.Effect under the present law: The short-term losses in 1960 would be aggregated for a total of $13,000. O ne thousand dollars would be applied against ordinary income in 1960 and the balance of $12,000 would be carried over as a short-term capital loss in 1961. After applying the carryover, the net result in 1961 would be a net long-term capital gain of $50,000 and a net short-term capital gain of $8,000 ($20,000 of short-term gain less $12,000 of carryover).Effect of our recommendation: One thousand dollars of the $8,000 of short-term loss in 1960 would be applied against 1960 ordinary income. There would then be a carryover to 1961 of a long-term loss of $5,000 and a short-term loss of $7,000. This would produce in 1961, a net long­term capital gain of $45,000 and a net short-term capital gain of $13,000.
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C. Section 1212
Capital Loss Carryback
Provision should he made for a three-year carryback, in addition to the present five-year carryover, of a net capital loss in any year.
Under the present law, a net operating loss may be carried back for three years and carried over for five years. A net capital loss, on the other hand, may only be carried over for five years.In  many cases, a taxpayer may realize capital gains in one year and then, in the next year suffer substantial capital losses because of a change in the economy. This can even occur if the funds which resulted from the gains in the first year are reinvested and lost in the next year. It seems unfair to deprive the taxpayer of the right to recover the prior tax in such cases, and to make him rely on future capital gains, if any, to offset his loss. The same nine-year averaging principle which applies to ordinary income and losses should be applied to capital gains and losses.
D.  Section 307(b)(1 )
Zero Basis Rule-Stock Rights
The zero basis rule applicable to certain stock rights should be limited to distributions of rights in those cases where during the taxable year the fair market value of rights re­ceived by a shareholder in respect of the stock of each 
 company in which he owns stock does not exceed $1,000.
Under present law where rights are distributed and the fair market value of the rights at the time of distribution is less than 15 per cent of the fair market value of the old stock at that time, the basis of the rights is zero unless the taxpayer elects to determine basis by allocation.
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The application of this rule permits avoidance and in some cases abuse. Where stock is acquired shortly before a distribution of stock rights is made, the shareholder may exercise the rights,  adopt the zero basis (if applicable), sell the stock originally held, and obtain a short-term loss. He will retain a no-basis position with respect to the rights portion of the stock acquired by the exercise, making possible a subsequent long-term gain. The recommended limitation will prevent abuse in this area.
E. Section 1091 
Wash Sales
The wash-sale provision should apply to security traders (but not to dealers) whether or not incorporated.
Section 1091, as presently written, disallows wash-sale losses incurred by taxpayers other than corporations only if such losses would be deductible under Section 165(c)(2). Section 165(c)(2) provides for the deductibility of “losses incurred in any transaction entered into for profit, though not connected with a trade or business.” It is clear that, for such taxpayers, security losses incurred in a trade or business, de­ductible under Section 165(c) (1), are not affected by the wash-sale rule. It has been held that taxpayers whose business it is to buy and sell securities for a speculative profit may deduct their losses under Section 165(c) (1) and are, therefore, exempt from Section 1091. Such taxpayers are called traders and are to be distinguished from security dealers who maintain an inventory and sell to customers in the ordinary course of their trade or business. Traders, although holding their securities for sale, are not merchants and may not inventory their positions because they sell them through brokers and not to customers (Regulations Section 1.471-5). It is also pertinent to note that, in the case of corporations, Section 1091 is operative except as to losses incurred in the ordinary course of the business of a corporate security dealer.The special treatment given to noncorporate traders is not warranted and gives such taxpayers an unfair advantage over noncorporate investors and over corporations active in the purchase and sale of securities. Even though this exemption is of long standing, a persuasive case can be made
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for the position that it arose in the first place as a result of a misunder­standing. For a complete discussion of the background of this section, see S. Walter Shine, “Wash-Sale Losses—A Gift to Security ‘Traders,' ” Taxes, June 1954, p. 455. The article indicates that the original in­tention was to limit the exemption to dealers because they could inven­tory their positions. Since dealers may, under an appropriate inventory method, avail themselves of unrealized losses in their inventory, the application of the wash-sale rule to them is unnecessary. This inter­pretation of the original intent is logical, while the extension of the exemption to traders who may not inventory their positions, is not. Furthermore, the distinction between corporate and noncorporate traders is similarly illogical and casts doubt upon the correctness of the latter’s exemption.I t  should also be noted that the factual determination of who is or is not a trader has caused considerable difficulty at administrative levels of the Internal Revenue Service. Inequitable decisions are bound to occur because of the problem of determining whether or not a particular taxpayer’s buying and selling activities are sufficient to constitute the carrying out of a trade or business. This administrative burden, with necessarily varying results among taxpayers in borderline cases, is not warranted in administering a law that appears to be illogical. For these reasons, Section 1091 should be amended so that it is applicable to all taxpayers except with respect to transactions in the ordinary course of the trade or business of security dealers.
F. Section 1233 
Conversion of Capital Loss
The conversion of capital loss to ordinary deduction by use of the short sale device should be eliminated.
If stock is sold short just before the ex-dividend date and the sale is covered just after that date, a short-term capital gain may be expected to result which can offset an existing capital loss. Making good on the dividend on the short stock then will result in an ordinary deduction. (Rev. Rul. 62-42, 1962-1 CB 133.)
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A minimum period such as thirty days should be provided for main­taining the short position. If the short position is maintained for a lesser period, an ordinary deduction should be allowed for the amount paid to make good on the dividend on the short stock, but only to the extent, if any, that the amount paid exceeds the capital gain on covering the short sale. To the extent the amount paid does not exceed the gain, it should be applied to reduce the gain.
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V
Averaging of Income
For many years we have been advocating adoption of some reasonable procedure for averaging income for the benefit of taxpayers whose income is subject to wide fluctuations from year to year, and those whose income is disproportionately high during a peak earning period encompassing a relatively short span of years.Income averaging is essential to do justice to those taxpayers. The limited averaging provisions now available in the law are inadequate and create uneven effects among different taxpayer groups.
A . Section 1301 
Averaging of Income
Averaging of income should be permitted to eliminate the inequitable tax treatment accorded members of performing arts, professional athletes, farmers, and similarly situated taxpayers with fluctuating levels of earnings.
Because of the progressive surtax structure, two individuals who re­ceive the same aggregate income over a period of years may be sub­ject to substantially different aggregate income taxes. The taxpayer whose income is fairly stable will pay the lower amount. Equity dictates that the two bear a more equal share of the tax load over the course of their productive years.Relief has been granted under Sections 1301-6 to taxpayers in specific
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categories. However, these provisions are inadequate for two classes of taxpayers: (a) those whose income pattern is featured by peaks and valleys, such as fanners, ranchers, members of the professions and sales­men; and (b) those whose high income years are confined to a com­paratively short span, such as professional athletes and members of the performing arts.Various types of averaging techniques have been suggested. Some are overly complex. Others are inadequate. In  the May 1958 issue of The Journal of Accountancy there appeared an article entitled “Averaging Income for Tax Purposes,” by Professor W. E. Dickerson, CPA, formerly a member of our committee. This article reflects the research effort of one of our subcommittees. The article presents a relatively simple plan which meets the objectives of an averaging system for those taxpayers whose income fluctuates from year to year. Its main features are:1. A five-year block system of averaging is made available, on an optional basis, to individual taxpayers. In  other words, a taxpayer would have the privilege of using this system at intervals of five years or more. Once a particular year has been included in a block, it cannot be in­cluded in a subsequent averaging block. This system limits the number of tax adjustment claims and also prevents the use of low income years in more than one average.An advantage of the block system is to make relief available to tax­payers whose incomes have declined—thus the high-income year or years could be any one of the five years.2. The taxpayer uses the averaging system to determine the excess of the taxes payable on the income of the most recent five years over the amount that would have been payable had one-fifth of that income been reported in each year. This would be done by totaling the taxable income for the five years, dividing the total by five, applying to the average income a tax at average rates, multiplying the average tax figure by five, and finally, comparing that total with the total tax actually paid for the five years. The use of average rates (which, based on a special formula to be set forth in the Code, would be prescribed and kept up to date by the Internal Revenue Service) in computing the tax on average income avoids any difficulty that might arise because of a change of tax rates during an averaging period. When a change in marital or other tax-significant status occurs during the averaging block, the five-year span is divided into shorter averaging periods.3. The excess of the tax paid over the total average tax as computed
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above would be refundable to the taxpayer only to the extent that it exceeded one per cent of the total taxable income for the five-year period, or approximately 5 per cent of the average for the period. This introduces a tolerance factor which would limit the formula’s use to taxpayers who would otherwise suffer severe hardships because of variations in annual income. Legislatively, this tolerance factor can be varied, making it higher or lower than the one suggested.4. Administratively, the taxpayer could be required to file his averag­ing schedule with the tax return for the last year in the five-year block selected by him, so that the refund could be applied against the tax due from him for the final year in the block computed in the regular manner. Any excess could be made subject to the same election as to refund or application against estimated tax as is presently called for in the case of overpayments due to excess withholding or estimated tax payments.The cited article goes into greater detail on the proposed plan and presents illustrations of its effect and even suggests forms that might be used. The proposal is flexible, and could incorporate many changes with­out affecting its basic features. It suggests a practical basis for including in the law a much needed and long overdue general averaging relief provision.
A-33
APPENDIX A
Analysis of 1962 "T” & "E” Decisions
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COMMITTEE ON FEDERAL TAXATION 
SUMMARY OF 1962 
TRAVEL AND ENTERTAINMENT CASES
CASE FACTS
Leonard & Dorothy Austin, 21 T.C.M. 102
Samuel & Loretta Broughton, 21 T.C.M. 1448
Taxpayer employee and investor claimed business and travel expenses and depreciation on part of airplane and two autos. Entire amount disallowed as there were no records kept and also there was no proof that it was not the corporation’s expense for which he should have been reimbursed.
Business promotion and entertainment ex­penses
Challenge Manufacturing Co., 37 T.C. 650
Basil & Sophia Christodolou, 21 T.C.M. 10
Corporation claimed depreciation and ex­penses of yacht. Court followed the Commis­sioner claiming he was exceedingly generous.
Taxpayer trip to Hawaii—court applied Co­han rule and allowed entertainment—dis­allowed entire travel.
Partnership return claimed travel and enter­tainment.
Individual claimed travel and entertainment
Cleveland Chiropractic College, 21 T.C.M. 1
Harold H. Davis et al, 38 T.C. 175
A. L. & Ruth Greer, 21 T.C.M. 998
Patricia & Lawrence Griswold, 21 T.C.M. 33
Commissioner disallowed part of entertain­ment expenses claimed. Taxpayer was trustee of incorporated college. Breakdown not given.
Professor took trip to Europe for research and writing. Court disallowed all expenses as personal.
Public accountant claimed entertainment. Court allowed part as some portion was de­ductible.
Taxpayer published weekly magazine from his apartment and claimed expenses—Court applied Cohan rule.
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APPENDIX A
CLAIMED BY  TAXPAYER ALLOWED BY  COMMISSIONER ALLOWED BY  COURT
1955 $ 2,439.00 NONE NONE1956 3,949.00 NONE NONE1957 2,699.90 NONE NONE
1954 enter. 2,530.98 $ 600.00 $ 600.001955 enter. 2,057.99 400.00 400.001955 travel 750.00 375.00 375.00
1956 31,226.95 15,613.47 15,613.471957 25,545.07 12,772.53 12,772.53
1956 1,530.59 NONE NONE1957 1,518.98 NONE 75.00
1951 not given Disallowed 5,788.50 4,000.001952 not given Disallowed 10,531.89 5,000.00
1951 travel 260.00 NONE NONE1951 enter. 260.00 NONE NONE1952 travel 245.00 NONE NONE1952 enter. 245.00 NONE NONE
Combination of omit­ting income and im­proper deduction.
Part-amount not given Followed Commis­sioner—no substan­tiation.
2,016.19 NONE NONE
1955 1,400.69 NONE 300.001956 1,168.00 NONE 300.001957 512.00 NONE 300.00
travel 720.20 NONE 720.20telephone 300.00 NONE 225.00
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CASE FACTS
Harrell v. Tomilson,10 A.F.T.R. 2d. 6149, —F. Supp.— (DC Fla.)
Taxpayer claimed business expenses for auto­mobile, telephone, gifts and yacht club dues. Commissioner allowed part of expenses and Court followed Commissioner (except for long distance telephone calls) as taxpayer did not prove expenses were directly related to his trade or business. Years 1956-1958 involved for all expenses.
Marc Heifer,21 T.C.M. 1562
Walker & Kathleen Hough, 21 T.C.M. 370
Frederick & Ethel Kinzler, 21 T.C.M. 341
Walter E. McMinn Jr. et al, 21 T.C.M. 913
Ron & Elizabeth G. Merritt, 21 T.C.M. 1011
Hyman & Dorothy Myers, 38 T.C. No. 65
Taxpayer, a salesman, claimed travel and en­tertainment expenses. Commissioner disal­lowed them and substituted standard deduc­tion. The court followed Cohan and allowed approximately 60% on basis of taxpayer’s sworn testimony and its own findings.
Self-employed consultant claimed travel and entertainment. Court followed Commissioner claiming Commissioner allowed more than proved.
Appears taxpayer claimed only $150 travel expenses all of which was allowed by court because expenses were at least that much.
Corporation claimed travel, entertainment and club dues. Disallowed and taxed to cor­poration officer. Court applied Cohan rule.
Wife (director of corporation) claimed trav­el as hostess, etc., Commissioner disallowed whole amount as personal; no dispute how­ever as to amount.
Husband claimed depreciation of auto and expenses that had been disallowed to corpora­tion. Court refused to allow any and would not follow Cohan rule.
1954 taxpayer and wife took trip to Hawaii to look at monkeypod logs. Held not to be related to any business in which taxpayer is engaged.
1955 trip to Miami and , South America 
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CLAIMED BY  TAXPAYER ALLOWED BY  COMMISSIONER ALLOWED B Y  COURT
Amounts of following items not given:Auto expense 25% 25%Telephone—monthly service 50% 50%Telephone—long dis­tance NONE 25%Gifts NONE NONEYacht club dues NONE NONE
Travel and entertain­ment $ 3,025.00 Standard deduction of $1,000 substituted by Commissioner.
$ 2,200.00
1956 T. & E. 10,133.00 7,052.37 7,052.37Advertising 1,733.90 1,186.25 1,186.25
150.00 NONE 150.00
1956 13,932.86 1,240.95 5,390.951957 14,711.68 3,797.18 6,383.18
482.93 NONE 482.93
Expenses 91.67 NONE NONEDepreciation 53.52 NONE NONE
Fiscal 1954 1,506.75 NONE NONEFiscal 1955 4,316.83 NONE NONE
150.00 NONE 150.00
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CASE FACTS
Max & Irene Plishner, 21 T.C.M. 1125
J. Piner Powell,21 T.C.M. 1056
Sheldon v. Commissioner,299 F. 2d. 48,9 A.F.T.R. 2d. 782 (USCA 7)
Est. of W. Favre Slater,21 T.C.M. 1355
Taxpayer claimed deductions for entertain­ment, gifts, tips and travel. Court applied Cohan rule.
Taxpayer claimed entertainment expense; court, following Cohan rule, allowed 50%.
Disallowed traveling expense of wife at con­vention as social and not deductible.
Taxpayer, an employee of corporation, claimed automobile and entertainment ex­penses. Commissioner and Court disallowed total amount as they were the corporation’s expenses, not taxpayer’s.
Peter Theodore, 38 T.C. No. 102
United Aniline Co., 21 T.C.M. 327
President of taxi corporation claimed $500 each year for travel and entertainment. Total amount disallowed as not proved.
Corporation claimed expenses of operation and depreciation of yacht.
Wiles, Jr. v. U.S.,—F. 2d.—, 10 A.F.T.R. 2d. 5356 (USCA 10)
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Disallowed portion of expense was included in corporation officers' income.
Taxpayers could not prove they were active­ly engaged in business of promoting corpora­tions and were not allowed deductions as business expenses.
CLAIMED BY  TAXPAYER a l l o w e d  b yCOMMISSIONER ALLOWED BY  COURT
1955 3,986.94 2,986.94 3,725.001956 3,765.19 2,765.19 3,500.001957 2,456.76 1,706.76 2,240.00
1955 1,050.00 210.00 525.001956 810.00 162.00 405.00
not given NONE NONE
Year Auto1944 $1,300.00 NONE NONE1945 1,750.00 NONE NONE1946 2,100.00 NONE NONE1947 2,220.00 NONE NONE
Entertainment1944 600.00 NONE NONE1945 960.00 NONE NONE1946 750.00 NONE NONE1947 750.00 NONE NONE1948 398.00 NONE NONE1949 600.00 NONE NONE
500.00 NONE NONE
1954 6,536.50 $4,976.50 $4,976.501955 6,859.69 5,039.69 5,039.691956 6,519.51 4,959.51 4,959.51
not given NONE NONE
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CASE FACTS
James T. Thrower, 21 T.C.M. 1540 Taxpayer worked for Alabama Alcoholic Beverage Commission and received per diem allowance and travel reimbursements for attendance at meetings. Commissioner did not require that certain approved vouchers for travel be included in income, but required that balance be included in income as not substantiated. Commissioner then allowed as deduction 6¢ a mile for travel. The Court affirmed with exception of allowing one addi­tional item of $17.29 for travel for 1951.
Taxpayer also claimed travel and entertain­ment for other firms he represented. Court applied Cohan and allowed portion.
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CLAIMED BY  TAXPAYER
Total reimbursements received by taxpayer and not included in income:
1951 $3,017.351952 2,861.041953 2,300.001954 2,475.001955 300.00
Amount claimed notgiven
ALLOWED BY  COMMISSIONER
Required to be included in gross income:
Allowed as deduc­tion :
$1,806.54 $630.002,861.04 645.002,300.00 525.002,475.00 555.00300.00 30.00
Amount allowed not given, but appears to be none.
ALLOWED BY  ___ COURT
Required to be included in gross income:
Allowed as deduc­tion:
$1,806.54 $647.292,861.04 645.002,300.00 525.002,475.00 555.00300.00 30.00
250.00 per year
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